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Contemporary academic study shows that financial accelerator plays an important role 
in crisis contagion. With the flight of capital devaluing home currency, the financial 
standing of enterprises bearing foreign debt is worsening, which increases their risk 
premiums and thus leads to extra investment decline and economy recession. Despite 
of free flow of capital and floating exchange rate regime in line with market 
mechanism, they could exacerbate crisis contagion and amplify the leverage effect of 
exchange rate. China‟s reality is that enterprises not only borrow low-cost US dollar 
in the quantitative easing environment, but also accumulate more foreign currency 
assets due to long-term trade surplus. With regard to this, though enterprises partially 
rely on foreign capital, the devaluation of home currency would produce positive 
financial accelerator effect.  
Provided this background, how to modify the financial accelerator model in China? 
What role do foreign currency assets play thereof? What adjustment can capital 
account opening policy and exchange rate regime make correspondingly? Answering 
these questions can help us understand how the external crisis affect China under the 
financial accelerator mechanism and the importance for the mode of balance of 
payments in building the macroeconomic foundation to withstand external risk. It also 
provides theoretical basis and policy suggestions for capital account opening, 
prudential capital controls, and choice of exchange rate regime. 
By establishing a dynamic stochastic general equilibrium (DSGE) model, the 
thesis firstly discusses China‟s financial accelerator effect, its relationship with double 
surplus of balance of payments, and how to choose capital account opening policy and 
exchange rate regime. Then, the thesis supplements the DSGE model in the following 
three areas: (1) Externality deriving from individual behavior and prudential 
management of foreign debt; (2) Considering the elasticities of foreign exchange 















(3) Does the current Renminbi exchange rate regime fit the implications of the model? 
The thesis produces the conclusions as follows: The accumulation of foreign 
currency assets can alleviate the financial accelerator effect and foreign debt 
exernality, which is the important macroeconomic foundation to withstand external 
risk. Thus it gives more freedom of capital flow and exchange rate. Prudential capital 
controls is necessary to correct the externality of overborrowing. The degree of capital 
account openness influences the elasticities of foreign exchange supply and demand, 
calling for corresponding exchange rate regime to prevent the exchange rate from 
excessive fluctuation. Despite of certain flexibility, China's contemporary exchange 
rate regime fails to place enough weights on the important currencies of balance of 
payments in its currency basket. Based on the above, the thesis makes the following 
policy suggestions: Consider implementing the balance of payments mode of 
moderate current account surplus and capital account equilibrium. Given sufficient 
foreign currency assets, it‟s recommended to open capital account gradually with 
relaxing the exchange rate control simultaneously. Lay stress on the weights of the 
important currencies of balance of payments in the currency basket. 
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